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Summary 

The major sources of federal tax revenue are individual income taxes, Social Security and other 
payroll taxes, corporate income taxes, excise taxes, and estate and gift taxes. This report describes 
the federal tax structure, provides some statistics on the tax system as a whole, and presents 
analysis of selected tax concepts. 

The federal income tax is levied on an individual’s taxable income, which is adjusted gross 
income (AGI) less deductions and exemptions. Tax rates, based on filing status (e.g., married 
filing jointly or single individual) determine the level of tax liability. Tax rates in the United 
States are progressive, such that higher levels of income are taxed at higher rates. Once tax 
liability is calculated, tax credits can be used to reduce tax liability. Tax deductions and tax credits 
are tools available to policy makers to increase or decrease the after-tax price of undertaking 
specific activities. Individuals with high levels of exemptions, deductions, and credits relative to 
income may be required to file under the alternative minimum tax (AMT). 

Corporate taxable income is also subject to varying rates, where those with higher levels of 
income pay higher levels of taxes. Social Security and Medicare tax rates are, respectively, 12.4% 
and 2.9%. In 2014, Social Security taxes are levied on the first $1 17,000 of wages. In 2015, the 
Social Security wage base is inflation-adjusted to $118,500, reflecting increases in average wages 
in the economy. Medicare taxes are assessed against all wage income. Federal excise taxes are 
levied on specific goods, such as transportation fuels, alcohol, tobacco, and telephones. 

In FY2013, individual income taxes accounted for 47% of total federal revenue. Social Security 
taxes accounted for 34%. Corporate income taxes accounted for 10% while excise taxes 
accounted for 3%. Estate and gift, customs, and miscellaneous taxes accounted for the remaining 
6% of total revenue. Over time, the corporate income tax has become much less important as a 
revenue source while Social Security taxes have provided a larger share of total revenues. 

Analysis of tax statistics from the federal tax system as a whole leads to three conclusions: 

(1) federal revenue as a percentage of GDP is in line with historical trends; (2) the U.S. fiscal 
position is in line with the fiscal position of other industrialized nations (revenues and 
expenditures as a percentage of GDP are relatively low); and (3) over the past decade, average tax 
rates have fallen for individuals at all income levels, but have fallen more for lower-income 
individuals, reducing their share of overall tax liabilities. 

The final sections of this report analyze a number of tax concepts. Tax expenditures are revenue 
losses from special tax deductions, credits, and other benefits. Capital gains warrant special 
attention, as there is debate about their being taxed at a lower rate. Marriage tax penalties and 
bonuses, while reduced following legislation enacted in 2001 and 2003, still pose an inequity in 
the tax system. Tax deferral, or the timing of taxes, poses problems related to the timing of 
taxation, specifically with respect to capital gains. Depreciation is important, as accelerated 
depreciation schemes or expensing can influence firm behavior. Tax liability also depends on 
form of business organization. Finally, the issue of whether taxes can influence firms’ 
competitiveness is reviewed. 

This report will be updated on enactment of major changes in the federal tax system. 
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T he major sources of federal tax revenue are individual income taxes, Social Security and 
other payroll taxes, corporate income taxes, excise taxes, and estate and gift taxes. This 
report describes the federal tax structure, provides some statistics on the tax system as a 
whole, and presents analysis of selected tax concepts. 



Federal Taxes: A Description 

The individual income tax is the major source of federal revenues, followed closely by Social 
Security and other payroll taxes. As a revenue source, the corporate income tax is a distant third. 
Estate and gift and excise taxes play only minor roles as revenue sources. 



The Structure of the Federal Individual Income Tax 

The individual income tax is based on earnings individuals accrue from a variety of sources. 
Included in the individual income tax base are wages, salaries, tips, taxable interest and dividend 
income, business and farm income, realized net capital gains, income from rents, royalties, trusts, 
estates, partnerships, taxable pension and annuity income, and alimony received. 

The tax base is reduced by adjustments to income, including contributions to Keogh and 
traditional IRAs, some interest paid on student loans and higher education expenses, contributions 
to health savings accounts, and alimony payments made by the taxpayer. This step of the process 
produces adjusted gross income (AG1), which is the basic measure of income under the federal 
income tax. Deductions from the income tax base that result in an individual’s AG1 are also 
known as “above the line” deductions. These deductions are available to all taxpayers, whether 
the taxpayer chooses to take the standard deduction or itemize deductions. 1 

The tax base is further reduced by either the standard deduction or individuals’ itemized 
deductions. 2 Itemized deductions are allowed for home mortgage interest payments, state and 
local income taxes, state and local property taxes, charitable contributions, medical expenses in 
excess of 10% of AG1, and for a variety of other items. 3 For taxable years 2004 through 2013, at 
the election of the taxpayer, state and local sales taxes can be deducted as an alternative to state 
and local income taxes. 4 

The tax base is reduced further by subtracting personal and dependent exemptions. Exemptions 
are a fixed amount to be subtracted from AGE Exemptions are allowed for the taxpayer, the 
taxpayer’s spouse, and each dependent. In 2014, the exemption amount per person is $3, 950. 5 For 
taxpayers with high levels of AGI, the personal and dependent exemptions are phased out. 



1 A full list of “above the line” deductions can be found in the Internal Revenue Code (IRC) §62. 

2 The elderly and blind are allowed an additional standard deduction. 

3 For additional information, see CRS Report R42872, Tax Deductions for Individuals: A Summary and CRS Report 
R430 1 2, Itemized Tax Deductions for Individuals: Data Analysis. 

4 This provision was most recently extended by the American Taxpayer Relief Act (ATRA; P.L. 1 12-240). For 
additional background, see CRS Report RL32781, Federal Deductibility of State and Local Taxes, for analysis of the 
deductibility of state and local taxes. 

5 If a taxpayer was married and had one child being claimed as a dependent, the exemption would be $1 1,850 ($3,950 x 

3). 
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Federal income taxes are assessed on a taxpayer’s taxable income. Taxable income equals AG1 
reduced by either the standard deductions or itemized deductions and personal and dependent 
exemptions. Figure 1 illustrates the computation of taxable income. 



Figure I . Computing Taxable Income 
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Source: CRS. 



The tax liability depends on the filing status of the taxpayer. There are four main filing categories: 
married filing jointly, married filing separately, head of household, and single individual. The 
computation of a taxpayer’s tax liability depends on their filing status. 



The income tax system is designed to be progressive, with marginal tax rates increasing as 
income increases. 6 At a particular marginal tax rate, all individuals, regardless of their level of 
earnings, pay the same tax rate on their first dollar of taxable income. Once a taxpayer’s income 
surpasses a threshold level placing them in a higher marginal tax bracket, the higher marginal tax 
rate is only applied on income that exceeds that threshold value. Currently, the individual income 
tax system has seven marginal income tax rates: 10%, 15%, 25%, 28%, 33%, 35%, and 39. 6%. 7 
These marginal income tax rates are applied against taxable income to arrive at a taxpayer’s gross 
income tax liability. 



6 A marginal tax rate is the tax rate on the last dollar earned. 

7 For historical perspective on marginal tax rates, see CRS Report RL34498, Individual Income Tax Rates and Other 
Key Elements of the Individual Income Tax: 1988 to 2013. 
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After a taxpayer’s tax liability has been calculated, tax credits are subtracted from gross tax 
liability to arrive at a final tax liability. Major tax credits include the earned income tax credit, the 
child tax credit, education tax credits, and the credit for child and dependent care expenses. 

Not all income is subject to the marginal income tax rates noted above. Long-term capital gains — 
that is, gain on the sale of assets held more than 1 2 months — and qualified dividend income are 
taxed at lower tax rates. Net investment income is also subject to an additional tax for taxpayers 
above certain income thresholds. 

Gross Income and Adjustments 

In order to levy an income tax, income must first be defined. As a benchmark, economists often 
turn to the Haig-Simons comprehensive income definitions. Here, taxable resources are defined 
as changes in a taxpayer’s ability to consume during the tax year. 8 Another way to view the 
individual income tax base is as an approximation of the sum of all labor and capital income 
earned or received over the course of the year. Under this view, the tax base resembles national 
income as measured by economists. In addition to labor and capital income, many transfer 
payments are also subject to taxation. 

There are a number of forms of what would broadly be defined as income that are excluded from 
taxable income in practice. For example, wage income of employees is taxed, although most 
contributions to employee pension and health insurance plans and certain other employee benefits 
are not included in wages subject to income tax. Employer contributions to Social Security are 
also excluded from wages. When pensions are received, they are included in income to the extent 
that they represent contributions originally excluded. If the taxpayer has the same tax rate when 
contributions are made and when pensions are received, this treatment is equivalent to eliminating 
tax on the earnings of pension plans. Some Social Security benefits are also subject to tax. 

Passive capital income, in the form of capital gains, interest, and dividends on financial 
instruments, is also taxed. The tax base excludes capital gains that are unrealized, such that 
capital gains are only taxed on realization. Unlike capital gains, assets earning interest are taxed 
on accrual. Taxes are paid on the interest earned in each tax year. Taxable interest income is 
added to a taxpayer’s AGI and taxed according to the taxpayer’s marginal tax rate. Interest that is 
earned on tax-exempt securities, such as those issued by state and local governments, is not 
subject to taxation. Like capital gains, dividends are taxed at a lower rate than other income. 
Qualified dividends are taxed at the same rate as capital gains. 9 

Income from operating a business through a proprietorship, partnership, or small business 
corporation that elects to be treated similarly to a partnership (Subchapter S corporation), or 
through rental property (which reflects returns to both investment and effort) is also subject to 



8 The Haig-Simons comprehensive income definition was first developed in Robert Murray Haig, “The Concept of 
Income - Economic and Legal Aspects,” in The Federal Income Tax, ed. Robert Murray Haig (New York, NY : 
Columbia University Press, 1921), pp. 1-28 and Henry C. Simons, Personal Income Taxation: The Definition of 
Income as a Problem of Fiscal Policy (Chicago, IL: University of Chicago Press, 1938). An overview of the concept 
can be found in Jonathan Gruber, Public Finance and Public Policy, 2 nd ed. (New York, NY : Worth Publishers, 2007). 

9 Reduced rates for qualified dividends were introduced under Jobs and Growth Tax Relief Reconciliation Act of 2003 
(JGTRRA, P.L. 108-27). Most recently, the reduced rates for qualified dividends were extended by the American 
Taxpayer Relief Act (ATRA; P.L. 1 12-240). 
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